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UNI TED STATES BANKRUPTCY COURT
NORTHERN DI STRI CT OF CALI FORNI A

In re No. 97-46121 T
No. 97-46123 T
TRANS- ACTI ON  COMVERCI AL Chapter 11
| NVESTORS, LTD., and (Consol i dated for Adm nistration)

TRANS- ACTI ON COVMERCI AL
MORTGAGE | NVESTORS, LTD.

Reor gani zed Debt ors.
/

MEMORANDUM OF DECI SI ON RE MOTI ON FOR SUMVARY JUDGVENT

Trans- Action Financial Corporation (“TAFC') asserted a secured
cl ai magainst certain real property and its sal e proceeds (the “TAFC
Clainf).! Dol ores Staudenraus (“Staudenraus”), a limted partner of
Trans- Action Comrercial Mrtgage Investors, Ltd. (“TACM”), one of
t he above-capti oned reorgani zed debtors, and Susan Uecker, the TACM
plan trustee, (the “Trustee”) filed objections to the TAFC O ai m

TAFC noved for summary judgnent, contending that the objections
had no nerit as a matter of law, that there was no genui ne issue of
material fact with respect to the objections and that the objections
should be overruled as a matter of law without an evidentiary

heari ng. The Trustee and Staudenraus opposed the notion. The Court

'Al t hough t he above-captioned debtors are liable for the TAFC
Claim the real property securing the claimwas never property of
t heir bankruptcy estates, having been transferred to other entities
prior to the commencenent of the bankruptcy cases.
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heard oral argunment on the notion on My 24, 2002. The Court’s
findings and concl usi ons are set forth bel ow
SUMVARY OF FACTS AND PROCEDURAL HI STORY
Trans- Acti on Comrercial Investors, Ltd. (“TACI”) and TACM are

l[imted partnerships. TAFC is one of several general partners of

both TACI and TACM and was and still is their managi ng general
partner. TACI and TACM were formed in 1985 for the purpose of
acquiring certain real property.? One of the properties they

acqui red, comonly known as the Berkeley Center, secured the TAFC
Claim

In 1985 or 1986, TACM acquired the real property underlying the
Berkel ey Center, and TACI acquired the inprovenents thereon. In
1986, TACI entered into a | ease of the underlying property with TACM
(the “TACI Lease”), agreeing to pay TACM $41,000 per nonth. TACM
al so | oaned noney to TACI. TACI’s obligation to repay the |oan was
evi denced by a prom ssory note (the “TACM Note”) which was secured
by a deed of trust (the “TACM Deed of Trust”) against the Berkel ey
Center. The TACM Deed of Trust was duly recorded at or about the
time of its execution.

In 1986, $478, 000 of the purchase price for the Berkel ey Center
was released to the seller, Mshe Eli Cukierman (" Cukiernman”).
Cuki erman transnmitted the funds to Robert Bisno (“Bisno”), one of the

sharehol der’ s of TAFC, who used them for his own personal benefit.

2l nvestors in TACI were prinmarily interested in receiving tax
benefits and did in fact receive those benefits. Investors in
TACM expected cash flow fromtheir investnment and, to sone extent,
have not received what they expected.
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I n 1987, TAFC replaced its own $185, 440 debt obligation to TACM wth
a debt obligation in the sane anmobunt payabl e by TAC.

TACI and TACM were unable to pay their operating expenses and
debt servi ce. Consequently, TAFC was forced to advance funds to
permt themto do so. 1n 1991, TAFC caused TACI and TACM to execute
a promi ssory note (the “TAFC Note”), evidencing their obligation to
repay these advances. The TAFC Note was secured by a deed of trust
on the Berkel ey Center (the “TAFC Deed of Trust”). The TAFC Deed of
Trust was recorded in March 1992. At the sane tine, TAFC caused
TACM to subordinate the TACM Deed of Trust to the TAFC Deed of
Trust.

Thereafter, the income fromthe operation of the Berkel ey Center
continued to be insufficient to pay its operating expenses and
secured debt service. Sonme of these paynents were made wth
addi ti onal advances from TAFC which in turn increased TACI's and
TACM ' s obligations to TAFC under the TAFC Note. Additionally, in
1992, TAFC caused the TACI Lease to be anmended to reduce the nonthly
rent paynment to $25, 000 and to nmake paynent contingent on the sal e of
the Berkeley Center for a sufficient sumto permt all secured debt
to be paid.?

In 1992, TAFC al so caused TACM to borrow $2 million from TAFC.
A portion of the loan proceeds were used to pay anounts due from
TACM to TAFC. 1In 1996, the TACI Lease was anended again to fix the

rent at a percentage of the nortgage paynent: i.e., roughly $10, 000

3Thi s anendnent essentially made the TACI Lease obligation to
TACM nonrecourse as to TACM's general partners: e.g., TAFC
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per nonth. Payment of this anpbunt was also contingent on the
condi tions recited above.

When Cuki erman purchased t he Berkel ey Center, he al so purchased
a |ease (the “Arnold Lease”) of the Shattuck Hotel, which forned a
part of the Berkeley Center. He gave the forner owner, Sam Arnold
(“Arnold”), a security interest in the Arnold Lease to secure the
purchase price. Wen Cukierman sold the Berkeley Center to TACI and
TACM , he executed with thema new | ease of the Shattuck Hotel (the
“Cuki erman Lease”). Cukierman subsequently filed his own bankruptcy
case, and the Cuki erman Lease was ultimately rejected. At about the
sanme tine, Arnold was granted relief from the automatic stay in
Cuki erman’ s bankruptcy case to foreclose on his security interest in
the Arnol d Lease.

TAFC deci ded not to attend the foreclosure sale or to attenpt to
bid on the Arnold Lease. A hotel enployee, Jerry Sulliger
(“Sulliger”), purchased the Arnold Lease for approximtely $45, 000.
Thus, the Shattuck Hotel was encunbered by the Arnold Lease for the
remai nder of its term This encunbrance substantially depressed the
sale price for the Shattuck Hotel. The Shattuck Hotel was not sold
until after the termof the Arnold Lease expired.

In 1995, TAFC refinanced the secured debt on the Berkeley
Center. According to TAFC, at the request of the new | ender, TAFC
caused TACI and TACM to transfer the land and i nprovenents to newy
formed Ilimted partnerships. (These newy forned limted
partnerships will be referred to hereinafter as “BICO and “BLCO ")
TACI was the sole |imted partner of BICO TACM was the sole limted

4
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partner of BLCO TAFC was the sole general partner of both new
l[imted partnerships. In 1996, Staudenraus filed a putative class
action in state court on behalf of all of the limted partners of
TACM , asserting clains of fraud, breach of contract, and breach of
fiduciary duty, anong other things, against TAFC and ot hers.

On June 25, 1997, TACI and TACM filed voluntary petitions
seeking relief under chapter 11 of the Bankruptcy Code. The cases
were consolidated for adm nistrative purposes. On or about August
21, 1997, the Court extended the protections of the automatic stay to
the Berkeley Center on the condition that TAFC agree not to further
encunber it other than in the ordinary course of business. TAFC
consented to this condition.

For a tine, TACI and TACM operated as debtors-in-possession in
the chapter 11 cases. However, on or about April 8, 1998, Susan
Uecker was appointed as trustee for TACM, and David Bradl ow was
appointed as trustee for TACI. On June 16, 1999, the Shattuck Hot el
was sold. TAFC s and TACM's liens attached to the sal e proceeds.
The remai nder of the Berkeley Center has not been sold, and TAFC s
and TACM's liens remain attached to it.

On January 29, 2001, a reorganization plan (the “Plan”) was
confirmed. The Plan provided that the clains and interests of the
l[imted partners were uninpaired, including the clains asserted by
Staudenraus in the state court action. The TAFC C aim was al so
uni npai red except that TAFC agreed to subordinate its claimto the
clai ms of the noninsider unsecured creditors. The latter clains have

now been paid in full.
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St audenr aus objected to confirmation. As a means of resolving
this objection, a procedure was incorporated into the confirmation
order, giving the Trustee until My 15, 2001 and Staudenraus until
May 31, 2001 to file objections to the TAFC Claim* On May 15, 2001,
Uecker filed an objection to the TAFC Claim Uecker filed an anmended
obj ection on May 24, 2001.° Staudenraus filed an objection to the
TAFC O ai mon May 31, 2001.

DI SCUSSI ON
A. STANDARDS FOR SUMVARY JUDGVENT AND ALLOMNCE OF PROOFS OF CLAIM

A notion for sunmary judgnment should be granted when the Court
determ nes that there is no genuine issue of material fact and that
the noving party is entitled to judgnent as a matter of |aw

Fed. R Civ.P. 56(c); Celotex Corp. v. Catrett, 477 U S. 317, 322, 106

S.Ct. 2548 (1986). The noving party nust nake a prima facie show ng
that summary judgnent is appropriate. Celotex, 477 U.S. at 322. The
burden of coming forward with sufficient evidence to overcone this
prima facie case shifts to the party opposing the notion. 1d. at

324. Alternatively, if the Court is unable to determne the entire

“TAFC filed the TAFC C ai mon Cctober 27, 1997. At the tine
of the bankruptcy petition, the bal ance due on the TAFC C ai m was
approximately $4.6 mllion. At present, TAFC asserts that the
bal ance due is approximately $9.3 million, the increase being due
primarily to additional post-petition advances by TAFC.

TAFC requests that the Trustee's anended objection, filed on
May 24, 2001, be disregarded because it was filed after the
deadl ine applicable to the Trustee. The Court sees no point in
granting this request at this tine. The Trustee s anended
obj ecti on added only one new ground. This ground was included in
Staudenraus’s tinely objection. TAFC nmay renew its request if
St audenraus settles or withdraws this objection to the TAFC C aim
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claim by summary judgnent, the Court nay summarily adjudicate any
portion of the claimas to which there is not genuine factual issue.
Fed.R CGiv.P. 56(d).°®

A properly executed and filed proof of claimconstitutes prinma
facie evidence of the wvalidity and priority of the claim
Fed. R Bankr.P. 3001(f). A party objecting to the claim nmust cone
forward with sufficient evidence to overcone this prima facie case.
If this is done, generally, the claimnt has the burden of proving

its claim In re Holm 931 F.2d 620, 623 (9" Cir. 1991); In re

Consol i dated Pi oneer Mortgage, 178 B.R 222, 226 (9'" Gr. BAP 1995),

aff’d 91 F.3d 151 (9" Gr. 1996).

A party objecting to a proof of claimnmay assert any affirmative
defense to the claimthat coul d have been rai sed by the debtor in the
absence of a bankruptcy case. 11 U.S.C. 8 558. Setoff constitutes
an affirmative defense. |In re Charter Co., 86 B.R 280, 282 (BC MD

FL 1988). The party asserting an affirnmative defense has the burden

of proof on the defense. Fox v. Citicorp Credit Services, Inc., 15

F.3d 1507, 1514 (9'" Gr. 1994).

B. SUMVARY OF OBJECTI ONS AND | SSUES RAI SED BY SUMVARY JUDGVENT
MOTI ON

1. Qojections
The Trustee’s and Staudenraus’ objections to the TAFC Claimare
virtually identical. Therefore, for convenience, they wll

frequently be referred to as if they were a single objection (the

°Fed. R Civ.P. 56 is made applicable to proceedi ngs and
contested matters in bankruptcy cases pursuant to Fed. R Bankr.P
7056.
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“Objection”), and the Trustee and Staudenraus wll frequently be
referred to collectively as the “Cbjectors.” The Objection asserted
the foll owi ng grounds for disallow ng or reducing the TAFC C ai m

First, the Objectors contended that no interest should be
al l oned on the TAFC Note.’

Second, the (Objectors contended that the amount due on the TAFC
Not e should be reduced by setting off the following clains (the
“Setoff Cains”):

A A claim for damages based on TAFC s substitution of a
$185,000 note from TACI for a note for the same anount payable by
TAFC,

B. A claim for damages based on the transfer to Bisno, via
Cuki erman, of $485, 000 of the purchase price for the Berkel ey Center;

C. Aclaimfor damages based on the unpaid rent under the TAC
Lease, for which the bjectors contended that TAFC was |iable as
TACl ' s general partner;

D. Aclaimfor danages based on TAFC s failure to purchase the
Arnol d Lease at the forecl osure sale;

E. A claimfor damages based on TAFC s advances to TACM for

t he purpose of paying TAFC. 8

"Three grounds were asserted for the denial of interest. One
need not be discussed. It was initially contended that interest on
the TAFC Note should be limted to TAFC s cost of funds. This
contenti on has now been abandoned.

81n addition, the Trustee asserted a right to set off against
the TAFC Claimany interest, costs, or attorneys’ fees attributable
to the clains asserted as setoffs, as recited above. The Trustee
al so asked that the lien securing the TAFC Caimbe transferred to
the TACM bankruptcy estate.
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2. |lssues Raised by Sunmary Judgnent Motion

TAFC sought summary judgnent against TACM on four distinct
gr ounds.

First, TAFC sought a summary judgnent determnation that it is
entitled to interest on the TAFC Note.

Second, TAFC sought a summary judgnent determ nation that sone
or all of the Setoff Clains could not be used to elimnate or reduce
t he bal ance due under the TAFC Not e.

Third, TAFC sought a summary judgnment determ nation that, to the
extent sonme or all of the Setoff C ainms could otherwi se be used to
elimnate or reduce the bal ance due under the TAFC Note, TAFC was
entitled to be indemified or rei mbursed by TACM for the anmount of
t he reducti on.

Fourth, TAFC contended that there was no genuine issue of
material fact and that it was entitled to sumary judgnment on the
nerits of two of the Setoff C ains.

Each of these issues will be addressed bel ow. ®
C. DI SCUSSI ON

1. TAFC s Right to Interest on the TAFC Note

TAFC contended that it is entitled to interest on its principal
bal ance under the TAFC Note. TAFC observed that the TAFC Note
provi ded for interest under certain circunstances. It contended that

those circunstances were satisfied here. TAFC noted that the Pl an

°TAFC s notion for sunmary judgnment does not address the
nerits of the Trustee's clains with respect to the $185, 000 debt
“swap,” the $485, 000 paynent to Bisno, or the post-petition
advances by TAFC to TACM to permt TACM to pay TAFC
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did not

inmpair the TAFC Claim The only substantive objection nade

by the Objectors was that the circunstances under which the TAFC Note

provided for interest were not satisfied here.

Paragraph 3 of the TAFC Note, in pertinent part, states as

foll ows:

If all of the requirements of this Paragraph 3
are satisfied, Makers [ TACI and TACM] shall pay
to Holder [TAFC], solely out of the funds
available to either of them from the sale,

exchange, conveyance or refinance of all or any
portion of the Lease, the Property, or of any
ot her real or personal property described in the
Deed of Trust, interest on the Principa

| ndebt edness at the rate of ten percent (10%
per annum conpounded annually (" Contingent
Interest”), from the date that any advance
her eunder is outstanding until paid. Contingent
I nterest shall only be payable by Makers if and
to the extent that funds are available to either
of them from the sale, exchange, conveyance or
refinance of all or any portion of the Lease,

the Property, or any other real or personal

property described in the Deed of Trust...For
pur poses of determ ning whether (and to what
extent) funds are avail able to Makers (or either
of them) from a sale, exchange, conveyance or
refinance of all or any portion of the Lease,

the Property, or of any other real or personal

property described in the Deed of Trust, there
shall be subtracted from the proceeds of any
such sale, exchange, conveyance or refinance
each of the followng itenms: (a) any fees,

commi ssions, prorations, transfer taxes or other
cl osing costs which are payabl e by or chargeabl e
to either of Mkers in connection with such
sal e, exchange, conveyance or refinance, and (b)
any indebtedness of Mkers, or either of them
(including, without limtation, the Principal

| ndebt edness hereunder) which is secured by the
Lease, the Property or by any other real or
personal property described in the Deed of
Trust.

Thus, the TAFC Note provides that TAFC will receive interest at the

rate of

ten percent per year if and to the extent there are net

10
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proceeds fromthe sale or refinance of the Berkel ey Center. However,
net proceeds are defined as those proceeds after deduction of the
costs of the sale or refinance and the paynent of any ot her debt owed
by either TACI or TACM.

TAFC construed this provision to give it the right to interest
as long as all of TACM’'s secured debt had been paid. The Objectors
construed it to give TAFC the right to interest fromTACM (or TACl)
only if both TACI’s and TACM's secured debt had been satisfied
TAFC appeared to concede that TACI's debt to TACM is secured and has
not and will not be paid. Therefore, the Qbjectors contended, TAFC
is not entitled to interest.

The Court is inclined to read the provision in question as the
bj ectors do. A literal reading of the TAFC Note supports the
bj ectors’ position. Moreover, it does not seem inequitable to
construe the provision in this fashion since the TAFC Not e made TACM
l'iable to TAFC for advances nade for TACI's benefit and vice versa.

At best, the provision is anbiguous. As such, the principle
that the anbiguities should be interpreted against the drafter woul d
probably require the Court to adopt the Cbjectors’ view  Mryland
Casualty Co. v. Knight, 96 F.3d 1284, 1291 (9'" Cir. 1996). However,

at present, since the only notion pending is TAFC s, the Court wll

sinply deny TAFC s request for summary judgnent on this issue.®

1 f the Berkeley Center were property of these bankruptcy
estates, the outcone on this issue would be different. Regardless
of whether the TAFC Note provided for interest under these
ci rcunstances, as long as the value of the Berkeley Center exceeded
t he amount of TAFC s secured claim TAFC would be entitled to
interest. See U.S. v. Ron Pair Enterprises, 489 U S. 235, 239-249,

11
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2. bj ectors’ R ght to Reduce TAFC Note Bal ance by Anpunt of
Setoff C ains

TAFC advanced three argunents, not going to the nerits of the
clainms, for denial of the CObjectors’ right to assert the Setoff
Clainms to reduce the bal ance due on the TAFC Note. First, TAFC
contended that the clainms could not be set off because their
[imtations periods had expired before the TAFC Note matured. At a
mnimum it contended that the clains could only be set off agai nst
advances made by TAFC before the limtations period expired.?!!
Second, TAFC contended that setoff should be denied on equitable
grounds. Third, TAFC contended that the Setoff C ains could not be
set off against the TAFC Note because the obligations were not
mutual : i.e., the Setoff Clains were asserted against TAFC in its
capacity as a fiduciary; whereas, the TAFC Note was due to TAFC in a

nonfi duci ary capacity.

109 S. . 1026, 1029-1034 (1989); Rake v. \Wade, 508 U.S. 464, 475,
113 S. &t. 2187, 2193 (1993). However, as noted above, the Berkel ey
Center was transferred to BI CO and BLCO | ong before the bankruptcy
cases were filed.

1'n response, the Objectors contended that TAFC had no ri ght
to include as part of the bal ance due any advances nmade under the
TAFC Note after the bankruptcy cases were filed. According to the
(bj ectors, even if the post-petition advances were nmade in the
ordi nary course of business and thus qualified as adm nistrative
expenses, TAFC lost the right to claimthemas such by failing to
make a tinely request for paynent. This contention has no nerit.
In attenpting to assert a secured claimthat includes post-petition
advances agai nst the Berkeley Center and its sale proceeds, TAFC is
not attenpting to obtain paynent of an adm nistrative expense
claim As noted earlier, the Berkeley Center is not and never has
been property of these bankruptcy estates.

12
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TAFC s second and third argunments nay be disposed of fairly
qui ckly.
Equity

Setof f may be denied on equitable grounds. See Crocker Nat’l

Bank v. Rockwell Int’'l Corp., 555 F. Supp. 47, 51 (N.D. Cal. 1982).
However, the Court agrees with the Trustee that, to deny setoff, the
Court needs to wunderstand all of the wunderlying facts and
ci rcunstances of the case. The summary judgnment process does not
normally provide a basis for such an understanding. Wiile the

Crocker National Bank court declined to permt the setoff of certain

vi gorously disputed clains, the Court concludes that it woul d make no

sense to do so here. Setoff will only be permtted if the Setoff
Clainms are determned to be valid. If they are determined to be
valid, the fact that they were vigorously contested wll be
irrel evant.

Mutuality

The Court also finds without nerit TAFC s contention that setoff
is not perm ssible because the parties lack nutuality.!® One of the
basic requirenments for setoff is that the clains to be set off are by

the sane parties standing in the same capacity. Newbery Corp. V.

Fireman's Fund Ins. Co., 95 F.3d 1392, 1399 (9" Cir. 1996). This

principle is illustrated by the two following exanples: First, A

may not set off a claimagainst B agai nst a debt owed to C. Second,

12TAFC raised this argunent for the first tine inits reply.
The Trustee contented herself with pointing out its lack of nmerit
orally at the hearing and declined the Court’s offer to file a
surreply.

13
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A may not set off a claimagainst B against a debt owed to B as the
trustee or fiduciary of C In the latter exanple, the clains are
only nomnally held by the sane parties. The real parties in
interest are the sanme as in the first exanple.

However, TAFC contends that there is another aspect to this
principle: i.e., that a claimagainst a fiduciary for breach of its
fiduciary duty nmay not be set off against the fiduciary' s persona
claimagainst the claimant. It cites four cases in support of this
contention. Although | anguage in sone or all of these cases can be
read to support this contention, the facts of the cases denonstrate
that that readi ng woul d be i nproper.

Inthe first case cited, for exanpl e--Prudential Reinsurance Co.

V. Superior Court, 3 Cal. 4'" 1118 (1992)--the court stated, as a

general proposition, that debts owed in a fiduciary capacity are not

subject to setoff. Prudential, 3 Cal. 4" at 1127. However,

Prudential nmerely stands for the proposition that the appoi ntment of

an insolvency liquidator for one of the parties, an insolvent
i nsurance conpany, did not destroy the mutuality of clainms by and

agai nst the insolvent insurance conpany. Prudential, 3 Cal. 4" at

1136-1137. 13

The follow ng | anguage appears in Wstern Deal er Managenent,

Inc. v. England, 473 F.2d 262 (9" Gr. 1973) and seens to support

TAFC s contenti on:

Bl'n any event, the Court questions whether a debt for breach
of a fiduciary duty is owed in a fiduciary capacity. Although it
was incurred while acting in a fiduciary capacity, it would seemto
be owed by the fiduciary personally.

14
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“In general where the liability of one claimng
a set-off arises froma fiduciary duty or is in
the nature of a trust, the requisite nutuality
of debts and credits does not exist, and such
persons nmay not set-off a debt owing from the
bankruptcy against such liability.” [Citations
omtted.] The rationale of this rule is sinply
that the liability arising froma fiduciary duty
is entirely independent of the debt ow ng from
t he bankrupt. The trust res is not owing to the
bankrupt’s estate but rather is owned by it.
[Citation omtted.]

473 F.2d at 265. However, the facts of Western Deal er denonstrate

that the liability of the fiduciary referred to the precedi ng passage
is not for breach of one’'s fiduciary duty. 1In that case, a parent
corporation was attenpting to apply noney held as a fiduciary for its

subsidiary to the parent’s claimagainst the subsidiary. It was in

this context that the Western Deal er held that nmutuality was | acking.
473 F.2d at 264.
In In re Westchester Structures, Inc., 181 B.R 730 (Bankr.

S.D.N. Y. 1995), the issue presented was whet her a general contractor
who held funds in trust under New York law for the benefit of a
subcontractor could set off its obligation to pay those funds to the
subcontractor agai nst a cl ai magai nst the subcontractor. The general
contractor acknow edged that, normally, lack of nutuality would
prevent it fromdoing so. However, it made the interesting argunent
that, here, it should be permtted to do so because the subcontractor

simlarly held funds in trust in connection with a separate work of

i mprovenent . West chester, 181 B.R at 741.
Finally, in In re Luz International, 219 B.R 837 (Bankr. 9t"

Cr. 1998), any discussion of the nmutuality issue is clearly dicta,

15
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given its finding that there was no evidence in the record
est abl i shing whet her or not there was a fiduciary relationship. Luz,
219 B.R at 848.'* In sum the Court concludes that there is no | ack
of mutuality under these circunstances.

Limtations Period

The principal argunent raised by TAFC for denial of the
bjectors’ right of setoff is TAFC s contention that the Setoff
Claims may not be set off against the TAFC note because their
l[imtations periods expired before the TAFC Note matured. | n support
of this contention, TAFC cited 8§ 431.70 of the California Code of
Cvil Procedure (“CCP"). Section 431.70 provides, in pertinent part,
as follows:

Where cross-denmands for noney have existed
between persons at any point in time when
neither demand was barred by the statute of
limtations, and an action is thereafter
commenced by one such person, the other person
may assert in the answer the defense of paynent
in [sic] the two demands are conpensated so far
as they equal each other, notw thstanding that
an independent action asserting the person’s
claimwould at the tine of filing the answer be

YNot ably, however, in its brief discussion of this issue, the
Luz court cited Libby v. Hopkins, 104 U.S. 303, 308 (1881). In
Li bby, a nerchant (“Merchant A’) | oaned noney to anot her nerchant
(“Merchant B") on a secured basis. Merchant A also sold goods on
credit on an unsecured basis to Merchant B. Shortly before
Merchant B becane insolvent, Merchant B nade several paynents to
Merchant A, directing Merchant A to apply themto the secured | oan.
| nstead, Merchant A attenpted to set off the paynents against its
unsecured claim The Suprene Court held that the set off was
i nproper because Merchant A took the funds as Merchant B s trustee
and was therefore required to apply themas directed or return
them The Court distinguished the typical bank setoff where the
bank rel ationship with the depositor is a debtor-creditor
rel ati onship. Libby, 104 U S. at 308-309.
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barred by the statute of |imtations. If the
cross-demand woul d otherwi se be barred by the
statute of Ilimtations, the relief accorded

under this section shall not exceed the val ue of
the relief granted to the other party.

CCP § 431.70 (West 2002). The TAFC Note was not due and payable
until June 30, 1998. TAFC contended that, by that tinme, the statute
of limtations had expired as to all of the Setoff C ains. As a
result, TAFC contended, CCP 8§ 431.70 provided that the Setoff C ains
coul d not be set off against the TAFC Claim

The Objectors disputed TAFC s reading of CCP § 431.70. They
contended that a claim need not be due and payable before the

[imtations period expires on the claimto be set off; the cl ai mneed

nmerely exist. The TAFC Note clearly existed before its maturity
date. In fact, sone pre-paynents were nade on the TAFC Note.
The Objectors’ contentions have no nerit.?!® They cited no

authority for their reading of CCP § 431.70. The use of the phrase
“cross-demands” in CCP § 431.70 supports the view that a cl ai m nust
have been due and payable to be available for set off. Mor eover

California case law clearly so holds. See Pavlovich v. Neidhardt,

128 Cal. App. 2d 559, 562 (1954), citing Bagdasarian v. G agnon, 31

Cal . 2d 744, 763-764 (1948):

3The TAFC Note included a provision permtting pre-paynent
wi t hout penalty.

*Because the Court agrees with TAFC s readi ng of CCP §
431.70, it need not consider TAFC s alternative argunent that the
Setoff Clains may only be set off against the anpbunt due under the
TAFC Note for advances nade prior to the expiration of the
limtations period.
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Appel lant [the seller] conplains because the
damages are set off against the first paynents
to beconme due on the real property note instead
of against the |ast paynents. It is clear,
however, that the award of danages on the cross-
conpl ai nt was payabl e i nmedi at el y, whereas under
the terms of the note appellant had an i nmedi at e
right only to such paynments as had then becone
due. Although he was entitled to a set-off with
respect to the nmatured paynents, he had no right
to a set-off as to paynents that were not yet
due. [Citations omtted.]

The bjectors also contended that federal |aw creates an
i ndependent right of setoff, presumably one that is not limted by
this principle. They cited a series of cases in support of this

proposition. Gsnmundsen v. Todd Pacific Shipyard and Travelers

| nsurance Co., 755 F.2d 730, 733 (9'" Cir. 1985); Thonms v. Bennett,

856 F.2d 1165, 1169 (8'™™ Cir. 1988); In re @ardian Trust Co., 260
B.R 404 (Bankr. S.D. Mss. 2000); United States v. Kearns, 177 F.3d

706, 711 (8" Cir. 1999); In re Dayton Seaside Assocs. #2, LP, 257

B.R 123, 133 (Bankr. S.D.N. Y. 2000). They noted that a debtor’s
defenses are preserved for the benefit of the estate pursuant to 11

U S C § 558 Wstchester, 181 B.R at 740; In re Papercraft Corp.

127 B. R 346, 349-350 (Bankr. WD. Pa. 1991).

The first series of cases cited by the bjectors are all
di sti ngui shabl e. In nmost of the cases, federal |aw governed the
dispute.! In the instant case, California |law clearly governs the

di sput e.

YThe only case cited by the bjectors in which federal |aw
di d not govern the dispute was Dayton Seaside. However, in that
case, the court applied New York |law, not federal law, to determ ne
the availability of setoff. Dayton Seaside, 257 B.R at 133.
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Section 558 of the Bankruptcy Code does preserve the debtor’s
def enses under state law for the benefit of the estate. However ,
unl ess the debtor has a right to a defense under federal law, it only

preserves the debtor’s defenses under state |law. See Westchester,

181 B.R at 740: “The law to be applied to establish whether setoff
is permssible is the law of the state where the relevant facts

transpired.” See also In re PSA, Inc., 277 B.R 51, 54 (Bankr. D.

Del . 2002).

However, the Objectors are correct that, if the limtations
periods on the Setoff Cains had not expired by the time the
bankruptcy petition was filed: i.e., on June 25, 1997, those
l[imtations periods would then have been extended by two years
pursuant to 11 U S.C. § 108(a): i.e., to June 25, 1999. By t hat
time, the TAFC Note had becone due and payable. Therefore, the Court
nmust det erm ne whet her TAFC established as a matter of |aw that the
[imtations periods on the Setoff C ains expired by June 25, 1997 or,
as the (bjectors contended, there is a genuine i ssue of naterial fact
with respect to this issue.

TAFC s notion focused on four Setoff dains: (1) the
substitution of TACI as the obligor for a $185,000 debt in place of
TAFC (the “$185,000 Debt Swap Cainf), (2) the paynment by Cukierman
to Bisno of $478,000 of the purchase price for the Berkeley Center
(the “$478, 000 Kickback Caini), (3) the 1990 anendnent of the TAC
Lease to reduce the nonthly rent and nake paynent contingent on sale
of the Berkel ey Center and paynent of secured debt (the “1990 Lease
Amendnment Clainf), and (4) TAFC s failure to attend and bid at the
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Arnol d Lease foreclosure sale (the “Arnold Lease Foreclosure Sale
daint).

TAFC contended that the imted partners, including Staudenraus,
knew or should have known of the facts upon which each of these
clai me was based shortly after the conduct occurred. Thus, all of
the [imtations periods on the Setoff C ains expired before June 25,
1997. The principal evidence offered in support of these contentions
is the Declaration of Robert Bisno (the “Bisno Declaration”) filed in
support of the notion for sumrary judgnent.

The conduct upon which the $478,000 Kickback C aim was based
took place in 1986. TAFC contended that information concerning that
conduct was generally available to the limted partners by 1987.
Thus, at the latest, the limtations period on this clai mexpired by
1991.'®  The Bisno Declaration stated that this transaction was

reflected in a “closing book,” which the limted partners could have
reviewed at TAFC s offices. The “closing book” was not attached as
an exhibit to the Bisno Declaration.

The conduct upon which the $185, 000 Debt Swap C ai m was based
took place in 1987. TAFC contended that this transaction was
disclosed in the 1987 financial statenent sent to the limted
partners in early 1988. Thus, at the latest, the limtations period
on this claim expired by 1992. This factual contention was also

supported by the Bisno Declaration. However, in this instance, a

copy of the financial statenent (the “1987 Financial Statenment”) was

8The imtations period on a breach of fiduciary duty claim
is four years. CCP § 343.
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provided (Exhibit P to the Bisno Declaration). The rel evant

di scl osure was contained in Note B which stated as foll ows:

NOTE B - RECElI VABLES FROM RELATED PARTI ES

At  Decenber 31, 1987, the Partnership had
receivables from the General Partner  of
$325, 805. Subsequent to year end the
Partnership agreed to a substitution of an
affiliate as the debtor for $185,440 of this
anount. This agreenment has been refl ected as of
Decenber 31, 1987. Accordi ngly, receivables
from related parties consist of $139,365 due
fromthe General Partner and $364, 581, due from
an affiliate.

The conduct upon which the 1990 Lease Amendnent C ai mwas based
took place in 1990. TAFC contended that information concerning that
conduct was provided to the limted partners in 1991. Thus, at the
|atest, the limtations period on this claimexpired by 1995. The
Bi sno Declaration noted that the limted partners were informed of
this transaction in the 1991 financial statenent (the “1991
Financial Statenent”) (Exhibit K to the Bisno Declaration).! The
rel evant disclosure was contained in Note E which stated, in
pertinent part, as foll ows:

NOTE E - LEASES

TACM '’ s Properties are Jleased to TAC.
Ef fective January 1, 1990, the land |ease was
anended to provide that TACI's obligations to

pay rents and 17% interest on unpaid rents
became wholly contingent wupon funds being

However, included as part of Exhibit Kis a transmttal
| etter dated January 28, 1992. Thus, according to TAFC s theory,
the limtations period expired sonetine in early 1996, not in 1995.
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avai lable to TACI upon sale of TACI’'s assets,
and after paynent of all indebtedness secured by
TACI’ s assets. The | ease was further anended
effective January 1, 1991, to provide for
current paynments of $25[,000] per nonth....

Finally, the conduct upon which the Arnold Lease Foreclosure
Sale Claim was based took place in Novenber 1993. TAFC did not

comment on when the limted partners knew or shoul d have known about

this conduct. If a four year limtations period applies to this
claim the limtations period had not expired by the tinme the
bankruptcy petition was filed. However, if a two or three year

[imtations period applies, the limtations period had expired by
that tine. The limtations period for a negligence claimis two
years. CCP § 339(1). The limtations period for fraud is three
years. CCP § 338(d). Like the Iimtations period for a breach of
fiduciary duty claim the limtations period for a claimfor breach
of a witten contract is four years. CCP § 337.

The Obj ectors responded with the contention that Staudenraus and
the other |imted partners did not know of any of the conduct
descri bed above until July 8, 1994 at the earliest. This contention
is supported by the Declaration of Dolores Staudenraus (the

“St audenraus Decl aration”).?

20TAFC filed a Il engthy objection to the Staudenraus
Decl aration. The objection is overruled. The only nerit the Court
found in the objection was to certain statenents that could be
interpreted as hearsay: e.g., statements that she | earned from
sonmeone ot her than Bisno that sonething had purportedly occurred.
Her statenent that soneone nade a communication to her is not
hearsay. The conmmuni cation would only constitute hearsay to the
extent offered to prove that the thing had rel ated had actually
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St audenraus stated that she invested in TACM in 1988 and from
that tine was listed as a partner and permtted to vote. However,
she di d not receive any year end financial statenents for TACM until
sonetinme after June 30, 1992. At that tinme, she received a copy of
the audit reports for 1991, enclosed with the second quarterly
partnership report. She did receive quarterly reports prior to that
time but the quarterly reports contai ned nothing to put her on notice
that TACM or TACI was experiencing any financial problens.

Consequently, when TAFC inforned the limted partners, in
Novenber 1992, that TACM needed additional capital, Staudenraus was
surprised and set out to determne why the additional capital was
needed. However, she contended, she still had no reason to believe
t here had been any wrongdoi ng.

Beginning in early 1993, Staudenraus enlisted the services of
t he broker through whom she had purchased her limted partnership
interests, Linda Cypres (“Cypres”). Correspondence was exchanged
bet ween Cypres and Bisno. Staudenraus al so retained the services of
a bookkeeper. Her bookkeeper reviewed the docunents received and
found no evidence of inproper accounting nethods.

In February 1994, Bisno conducted a TACM partnership neeting
for the purpose of soliciting additional capital. However, he stil
did not explain to her satisfaction why additional capital was

needed. In May 1994 and July 1994, Staudenraus received additional

occurred. The Court will interpret the statenents in question as
only referring to the fact of the conmunication and not to its
truth.
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financial records from TAFC. However, she declared that she still
did not see any evidence of w ongdoing. Finally, in July 1994,
Cypres noved, |eaving her with the names of three persons who m ght
be able to assist her in her investigations in the future. One of
the nanes was that of Cukierman, a former owner of the Berkeley
Center.

St audenraus nmet with Cuki erman on July 8, 1994 and | earned, for
the first tine, about the facts underlying the $475,000 Kickback
Claim At this point, she agreed, she was put on notice of that
claimsince the solicitation materials had been very cl ear about the
proposed uses of the funds held back from the purchase price. Not
until later did she | earn about the conduct upon which the $185, 000
Debt Swap Claim the 1990 Lease Anendnent Claim and the Arnol d Lease
Forecl osure Sale C aim were based. She also did not |earn unti
after July 8, 1994 that, in 1992, TAFC had made TACM i abl e for over
$1 million in debt owed by TACI to TAFC.

The limtations periods referred to above do not al ways begin to
run when the conduct occurs. For fraud, there is a del ayed di scovery
rule expressly stated in the statute. The limtations period does
not begin to run until the wongdoing is discovered or should have

been di scovered. See CCP § 338(d); April Enterprises, Inc. v. KITV,

147 Cal . App. 3d 805, 826-827 (1983); Stalberg v. Western Title Ins.

Co., 230 Cal. App. 3d 1223, 1230 (1991).
For cl ai ns against a fiduciary, the rule established by the case
law is even nore liberal. Actual know edge is required. Eisenbaum

v. Western Energy Resources, Inc., 218 Cal.App.3d 314, 325 (1990).
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A fiduciary has a duty of loyalty and good faith. As a result, a
cl ai mant has no duty of inquiry even if apprised of facts that would

ordinarily cause suspicion. Lee v. Escrow Consultants, Inc., 210

Cal. App. 3d 915, 921 (1989); Schneider v. Union Gl Co., 6 Cal. App.

3d 987, 991 (1970). Furthernore, the requirenent of actual know edge
appl i es whenever a claimis asserted against a fiduciary regardl ess
of whether the claimis for breach of fiduciary duty, negligence, or
breach of contract. Lee, 210 Cal. App. 3d at 922, citing April
Enterprises, Inc. v. KTTV, 147 Cal. App. 3d 805 (1983).

Based on the |i beral del ayed di scovery rul e applicable to clains
agai nst fiduciaries and based on the evi dence presented, the Court is
unabl e to conclude that the limtations on any of the Setoff C ains
expired before the bankruptcy petition date. TAFC presented no
evi dence that Staudenraus or any of the other limted partners
actual Iy knew about the $478, 000 Ki ckback Claimat any time prior to
July 8, 1994, the date Staudenraus decl ared she first | earned about
it from Cukierman. The fact that the transaction may have been
reflected in the “closing book” is not sufficient to satisfy the
requi renent of “actual know edge” established for such clains.

The note in the 1991 TACM Financial Statenent, disclosing the
1990 anmendnent of the TACI Lease, was sufficiently clear to have
gi ven Staudenraus “actual know edge” of the 1990 Lease Anmendnent
Claim had she read it. However, TAFC presented no evidence that
St audenraus read the note. Staudenraus declared that, because she

had no reason to believe that TAFC was guilty of any wongdoi ng until
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July 8, 1994, she did not scrutinize the financial statenents prior
to that date.

Wth respect to the note in the 1987 Financial Statenent, the
Court concludes that, even if Staudenraus had read it, the note was
not sufficiently clear to have given her “actual know edge” of the
$185, 000 Debt Swap C aim The note did not identify TACI as the
substituted affiliate. Finally, TAFC presented no evi dence of when
St audenr aus obt ai ned actual know edge of the facts giving rise to the
Arnol d Lease Foreclosure Claim The sale took on Novenmber 3, 1993.
The Staudenraus Declaration stated that she did not |learn of the
facts underlying this claimuntil after July 4, 1994. However, she
did not specify and TAFC failed to establish precisely when she did
| earn about it. If the Arnold Lease Foreclosure Claim is for
negligence, which has a tw year limtations period, and if
St audenraus | earned about the claim before July 25, 1995, the
[imtations period woul d have expired before the TAFC Note cane due.

Moreover, it was TAFC s burden to establish this factual matter.
Al t hough the Obj ectors have the burden of production and proof as to
the merits of the Setoff Cains, TAFC has the burden of production
and proof on any affirmative defenses. The contention that the
statute of limtations period ran on the Setoff Clains before the
TAFC Note came due is an affirmative defense to the Setoff C ains.

See Morton’'s Market, Inc. v. Gustafson’s Dairy, Inc., 198 F.3d 823,

832 (11'" Cir. 1999). Consequently, TAFC s request for sunmmary
judgnment on limtations grounds nust be denied as to all four Setoff

Cl ai ns di scussed above.
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3. TAFC s Right to Indemification and Rei nbursenent
TAFC contended that its rights to indemification under the
TACM Partnership Agreenent cancelled out any Setoff Cains that
m ght be found valid and otherwi se available for setoff.? In
support of this contention, TAFC relied on the Bisno Declaration and
on Exhibits A and Cthereto. Paragraph 17, pages 28-29, of the TACM
Private Pl acenent Menorandum (the “TACM PPM) (Exhibit A), stated,
in pertinent part, as foll ows:
The General Partners are under a fiduciary duty
to the Partnership and the Limted Partners may
bring I egal actions for any breach of that duty.
However, provisions in the Limted Partnership
Agreenment may |limt such actions. Under the
Limted Partnership Agreenent, the GCenera
Partners are not liable to the Partnership or to
the Limted Partners for, and are entitled to
i ndemmi fication for, errors in judgnent or other
acts or omssions made in good faith and not

anounting to fraud, gross negligence or willful
m sconduct . . ..

Par agraph 4.4 of the TACM Partnership Agreenent (Exhibit C) stated
as foll ows:

The Partnership, its receiver or its trustee,

shall indemify, hold harmless, and pay all
judgnments and clains against the Ceneral
Partners, their of ficers, di rectors,

shar ehol ders, enpl oyees, agents, subsidiaries,
and assigns arising fromany liability, |oss or
damage incurred by them by reason of any act

2ITAFC al so contended that its right of reinbursenent for out-
of - pocket expenses incurred in connection with the operation of
TACM ’ s busi ness cancelled out any liability it mght otherw se
have for the Setoff Clains. See TACM Partnership Agreenent,
paras. 7.6 and 8.1. The Court finds the TAFC s right of
rei nbursenent under the TACM Partnership Agreenent inapplicable to
the clains asserted here. It would strain the | anguage of these
par agr aphs beyond reason to read themas applying to litigation
bet ween a general partner and the partnership.
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performed or omtted to be perfornmed by themin
connection wth the Partnership’ s business,
including costs and attorneys’ fees and any
anount s expended in the settlenent of any clains
of liability, loss or danmage unless the | oss,
liability or damage was caused by the gross
negligence, fraud or crimnal act of the
i ndemmi fi ed person.
The substance of this paragraph was al so contained in the TACM PPM
at pages 76-77.

TAFC noted that the Objectors did not appear to contend that its
conduct constituted gross negligence, fraud, or crimnal conduct.
Rat her, the bjectors appeared to contend that TAFC s conduct
constituted a breach of fiduciary duty. TAFC appears to view a
breach of fiduciary duty as conparable to ordi nary negligence. TAFC
cited authority for the proposition that a party can be indemified
for losses incurred as the result of its own negligence, including
active negligence: i.e., action rather than just inaction. In

support of its contentions, TAFC cited G bal do, Jacobs, Jones and

Associ ates v. Agrippina Versicherunges A.G, 3 Cal. 3d 434, 442

(1970); Ralph M Parsons Co. v. Conbustion Equipnent Associ ates

Inc., 172 Cal. App. 3d 211, 220-221 (1985); Mrton Thiokol, Inc. V.

Metal Building Alteration Co., 193 Cal. App. 3d 1025, 1028-1029

(1987). %
In response, the Objectors contended that paragraph 4.4 of the

TACM Partnership should not be construed to apply to derivative

22Not abl y, none of the cases cited by TAFC invol ved an attenpt
to obtain indemification for a claimasserted by the i ndemitor.
In all three cases, the indemnitee sought indemification for
clainms asserted againgst it by third parties.
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clainms asserted on behalf of TACM by TACM's limted partners (as
opposed to clains asserted by third parties). They contended that
the limted partners woul d not have under stood paragraph 4.4 to apply
to such clains. Absent an express provision to this effect, the
bj ectors contended, a court would not infer such an intent. In

support of this proposition, they cited Southern California Gas Co.

V. Ventura Pipe Line Construction Co., 150 Cal. App. 2d 253 (1957).

The Sout hern California Gas court noted, pursuant to California G vil

Code (“CC’) 8§ 1648, a contract provision would not be read broadly to
apply to a subject beyond its apparent application. 150 Cal. App. 2d
at 258. 23

Second, the Objectors contended that TAFC s conduct constituted
constructive fraud and t hus was expressly excluded fromthe coverage
of paragraph 4.4.2* |In support of this proposition, they cited Stokes
v. Henson, 217 Cal. App. 3d 187, 197-198 (1990) (noting that the

el enents of a “cause of action for constructive fraud are: (1)

BSimlarly, in one of the cases cited by TAFC, Ral ph M
Parsons, 172 Cal. App. 3d at 227, the court stated that: “If an
indemmitor is to be made responsi ble for the negligent acts of an
i ndemmi tee or others over whose conduct it has no control, the
| anguage i nposi ng such responsibility should do so expressly and
unequi vocally so that the contracting party is advised in definite
terms of the liability to which it is exposed.”

24Mbr eover, even if paragraph 4.4 had proposed to cover breach
of fiduciary duty clains, the Cbjectors contended, such a provision
woul d have been unenforceable. As stated in BT-1 v. Equitable Life
Assurance, 75 Cal. App. 4'" 1406, 1410, 1412 (1999), “the fiduciary
duties of [a general partner to a limted partner] loyalty and good
faith cannot be waived....[A] |limted partnership agreenent cannot
relieve the general partner of its fiduciary duties in nmatters
fundanmentally related to the partnership business.”
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fiduciary relationship; (2) nondi scl osure (breach of fiduciary duty);
(3) intent to deceive, and (4) reliance and resulting injury

(causation)”); and Salahutdin v. Valley of California, Inc., 24 Cal.

App. 4'M 555, 562 (1994)(describing constructive fraud as “a uni que
species of fraud applicable only to a fiduciary or confidential
rel ationship.”))?

Third, the Cbjectors contended the Setoff Cl ai ns were beyond t he
scope of paragraph 4.4 of the TACM Partnershi p Agreenent because, in
doi ng the acts upon which the clains were based, TAFC was acting in
its own interests rather than in furtherance of the partnership
busi ness. By anal ogy, they contended that, in a corporate context,
to be indemified, the fiduciary nust have been performng a

corporate function. See Cal.Corp.Code § 317; Plate v. Sun-D anond

G owers, 225 Cal. App. 3d 1115, 1123 (1990). In Plate, the court
stated that: “Where personal notives, not the corporate good, are
pr edom nant in a transaction giving rise to an action,

indemification is not warranted.” 225 Cal. App. 3d at 1123.
Finally, the bjectors contended that, even if paragraph 4.4
were construed to require TACM to indemify TAFC for the Setoff
Cl aims, the provision shoul d be invalidated as agai nst public policy.
In support of this proposition, the Objectors cited CC § 1668

(contract is against public policy if its purpose is to exenpt person

#The Sal ahutdin court also stated that “there is no clear
line establishing when a fiduciary’s breach of the duty of care
will be nmerely negligent and when it nay be characterized as
constructive fraud. However, a breach of a fiduciary duty usually
constitutes constructive fraud.” 24 Cal. App. 4'" at 563.
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fromresponsibility for his owm fraud); Blankenheimv. E F. Hutton

& Co., 217 Cal. App. 3d 1463, 1471 (1990); Cohen v. Kite Hill

Community Assn., 142 Cal. App. 3d 642, 654 (1983). As stated in

Cohen, “[t]his public policy applies with added force when the
excul patory provision purports to inmunize persons charged with a
fiduciary duty from the consequences of betraying their trusts.”
Cohen, 142 Cal. App. 3d at 654.

In reply, TAFC took issue with each of the bjectors’
contenti ons. It contended that paragraph 4.4 was unanbi guous and
clearly applied to the Setoff d ai ns. It contended that none of the
acts upon which the Setoff Cains were based could be fairly
characterized as gross negligence, fraud, or crimnal conduct.
Therefore, the indemification provision was consistent with the
policy expressed in CC 8§ 1668. Mor eover, except perhaps for the
$478,000 Kickback Claim the Objectors did not contend that TAFC
recei ved sone personal benefit; thus, TAFC s conduct was clearly in
furtherance of the partnership business. TAFC contended that it did
not receive any benefit as a result of its conduct in connection with
the 1990 Lease Anendnment C aim because the TACI Lease was never
intended to be with recourse to TAFC

The Court concludes that TAFCis not entitled to be i ndemified
in an anount equal to the amount of any reduction in the TAFC Note
bal ance as a result of the Setoff Clains. A reasonable person would
not have read paragraph 4.4 of the TACM Partnership Agreenent to
require TACM to reinburse TAFC for any clains successfully asserted

by TACM agai nst TAFC. The only sensi bl e readi ng of paragraph 4.4 is
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as applying only to clains asserted agai nst TAFC by third persons. 2

Wth respect to whether the Setoff Clains are properly
characterized as «claims for constructive fraud or ordinary
negli gence, the Court is persuaded by the footnoted |anguage in

Sal ahutdin that the answer to this question depends on the facts of

the case. It is possible that a breach of fiduciary duty claimmy
qualify as ordinary negligence although, nost often, it wll
constitute constructive fraud. Under these circunstances, based on
the evidence presented, the Court is wunwilling to inpose a
characterization on the Setoff Clainms in a sunmary judgnment context.

Finally, to the extent that the Setoff Cains constituted
constructive fraud, as opposed to ordinary negligence, the Court
concludes that it would violate public policy to require TACM to

i ndemmify TAFC for them CC 8§ 1668; BT-1 v. Equitable Life

Assurance, 75 Cal. App. 4" 1406, 1412 (1999): “[A] linmted
partnership agreenment cannot relieve the general partner of its
fiduciary duties in matters fundanentally related to the partnership

business. [Citations omtted.]”?

2The TACM PPM did state with sufficient clarity that TAFC
woul d not be liable to TACM on grounds of negligence as |ong as
its conduct were in good faith. [If such a provision had been
included in the TACM Partnership Agreenent, TAFC would clearly
have been protected from such clainms. However, no such provision
was included. Paragraph 4.4 cannot be called upon to fill this

gap.

2"\Whet her TAFC was acting in furtherance of the partnership
busi ness in connection with the Setoff Clainms is a closer question,
as least as to sone of the clainms. Gven the Court’s concl usion
that the indemification provision does not apply to the Setoff
Clainms for several other reasons, the Court declines to address
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4. Merits of 1990 Lease Anendnent Claim and Arnold Lease
Forecl osure Sale daim

Finally, TAFC contended that it was entitled to summary judgnment
on the nerits of the 1990 Lease Anendnment Cl aimand the Arnold Lease
Foreclosure Sale Claim TAFC contended that the OQbjectors had fail ed
to establish that there was a genuine issue of material fact wth
respect to these clains. These clains and the evi dence and argunent
presented regarding them are di scussed bel ow.

a. 1990 Lease Amendnent C aim

The bj ectors contended that TAFC breached its fiduciary duty to
TACM in 1990, by causing TACM to agree to an anmendnent of the TAC
Lease, reducing the nonthly rent to $25, 000 and meki ng t he payment of
rent contingent on sale of the Berkeley Center and paynent of the
secured debt.?® The TACH Lease did not state that it was without
recourse to the general partners. Under general partnership law, a
general partner is liable for the debts of the partnership. Cal
Corp. Code 88 15509, 15643 (general partner of limted partnership
has sanme liability as general partner in general partnership);

Mariani v. Price Waterhouse, 70 Cal. App. 4'" 685, 706 (1999). By

causing the TACI Lease to be anended in this fashion, so as to

elimnate its liability for any shortfall in the rent, the Objectors

this final contention.

28The TACI Lease was anended two nore tines after 1990, once
in 1992 to reduce the rent to $25,000 per nonth and a second tine
in 1996, to fix the rent at a percentage of the nortgage paynent.
Al though the primary focus of this claimhas been on the 1990
anmendnent of the TACI Lease, simlar issues are presented by these
two subsequent anendnents.
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contended, TAFC acted in its own interests and contrary to TACM’s
interests.

TAFC nmoved for sunmmary judgnent on this claim TAFC cont ended
that the 1990 anmendment of the TACI Lease was not a breach of
fiduciary duty for two reasons. First, the TACI Lease was al ways
i ntended to be nonrecourse. Second, the 1990 anendnment was not done
to elimnate the general partners’ liability for any rent shortfall.
It was done in response to a conplaint by certain limted partners
that, due to the accrual nature of TACI’'s tax accounting, they were
being required to pay incone tax on rent they were not receivVing:
i.e., “phantomincone.”

In support of these contentions, TAFC offered the Bisno
Decl aration and two exhibits thereto: a letter fromC E. Patterson
(the “Patterson letter”) to Bisno (Exhibit F) and a declaration by
M chael J. McQuiller (the “McQuiller Declaration”) dated February 12,
2001 (Exhibit H). Patterson was the broker who solicited investnents
in TACM. He is also the manager of an investnent fund which owns or
controls the majority of the limted partnership interests in TACM
at this tinme. MQiller was the attorney who advi sed TACI and TACM
begi nning in 1985 concerning the inconme tax consequences to |limted

partners of an investnent in the partnerships.
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The Bi sno Decl aration parall el ed the contentions recited above. ?®
The Patterson letter, which is dated Cctober 16, 2000, stated, in
pertinent part, as foll ows:

It is ny belief, and has al ways been ny beli ef,
that the | ease and | oan obligations, from TAC
in favor of TACM, are and have always been
recourse only to the properties owned by TAC
There has never been any hint of recourse
liability beyond TACI’s properti es.

Qoviously, had TAFC or the other general
partners any recourse liability, this fact would
have been material, would have been represented
to investors, and, in fact, when ny affiliate
purchased, during the last two or three years,
l[imted partnership interest fromTACM |imted
partners wi shing to sell sane, | woul d have been
duty-bound to disclose to them that the TAC
obligation (lease or |oan) was recourse.

Mor eover, Patterson noted, this statenment was contrary to his own
financial interest.
Par agraphs 7-9 of the McQuiller Declaration stated, in pertinent
part, as follows:
Sonetine after the execution of the G ound Lease
and the issuance of the TACI Note, TAC was
unabl e for various reasons to make paynents due

to TACM under the Ground Lease and the TAC
Note. . ..

2The Bisno Declaration also noted that the amendnent had been
di sclosed in the 1991 Financial Statenent and that no limted
partners had objected until the present litigation. The Objectors
contended that the disclosure was i nadequate. The Court concl udes
t hat whet her the disclosure was or was not adequate is irrel evant
since the Qbjectors do not appear to be basing the 1990 Lease
Amendnent Claimon TAFC s failure to nake adequate discl osure of
t he anmendnent.

39Thi s point is not persuasive since the 1990 anendnent to the
TAClI Lease elimnated the general partners’ liability in any event.
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[SJince TACM was an accrual basis taxpayer
TACM’'s limted partners were forced to
recogni ze significant taxable “phantom incone”
from the accrued TACI Note and Gound Lease
paynents.

To correct this situation...TAC and TACM

decided to anmend the TACI Note and the G ound

Lease to make t he paynent obligations thereunder

whol |y contingent upon TACI having sufficient

avai l abl e funds froma sale of the property with

whi ch to nake such paynents. | advised TACM

t hat these amendnents woul d have the effect of

elimnating the *“phantom incone” probl em

descri bed above. The G ound Lease was

accordi ngly anmended....?3

The Objectors contended that there were genuine issues of

mat eri al fact as to whether the TACI Lease was originally intended to
be nonrecourse and whether the 1990 anendnent of the TACI Lease was
done to resolve a tax problemfor the limted partners as opposed to
elimnate the general partners’ liability for the rent shortfall.
Wth respect to the first issue, they contended that the TACH Lease
was unanbi guous and should be interpreted as witten to nake the
general partners personally liable for any rent shortfall. They
characterized the Bisno Declaration as self-serving and unreliabl e.

They contended that the Patterson letter should be disregarded

31The McQuiller Declaration also stated that he had noted in
his tax opinion letter, a copy of which was attached to the TACM
PPM that the prom ssory note executed by TACI in favor of TACM
(the “TACI Note”), like the TACI Lease, did not expressly state
that it was nonrecourse. MQiller did not explain what led himto
the conclusion that the TACI Note was nonrecourse given the absence
of any such statenment in the note. The McQuiller Declaration
further noted that, like the TACI Lease, the TACI Note was anmended
to make it expressly nonrecourse. However, it did not state when
or why this occurred.
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because there was no evidence that Patterson was involved in the
negoti ation or drafting of the TACI Lease.

To the extent the parties’ subsequent conduct was to be taken
into account, the Objectors contended, the 1990 anendnment was
evidence that the TACI Lease was originally intended to be wth
recourse. |f not, there would have been no need for the amendnent.
They contended t hat essentially TAFC was seeking to “reforni the TAC
Lease. The purpose of reformation is to correct a drafting error so
that the witten docunent reflects the actual agreenent. Getty v.
Getty, 187 Cal. App. 3d 1159, 1179-1180 (1986); Power Service Corp.

v. Joslin, 175 F.2d 698, 704 (9" Gir. 1949). However, there was no
conpet ent evidence that the actual agreenment had been that the TAC
Lease would be nonrecourse. Therefore, there could be no
reformation.

Wth respect to the second issue, the bjectors challenged
TAFC s contention that the TAFC Lease had been anmended to resol ve the
“phant om i ncone” problem In support of their challenge, they
offered the declarations of two tax experts, R Gordon Baker, (the
“Baker Declaration”), atax attorney, and Martin Litwak (the “Litwak
Decl aration”), a tax accountant.32 Baker decl ared he had been asked

to opine on whether it was necessary to place conditions on the

32TAFC filed an evidentiary objection to the Litwak
Decl aration. Based on the Court’s understanding of the issues at
this time, the Court finds the objections to be without nmerit and
overrules themat this tine. However, the objections may be
overruled at the tinme of trial if the Litwak appears as a w tness.
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paynents due under the TACI Lease that resulted in elimnating the
general partners’ liability for any shortfall.

Baker opined that it was not. He stated that it was only
necessary to nmake the obligation to pay rent contingent on sonme event
to occur in the future, even one that was certain to occur. In this
way, the “phantom income” would not have been realized until the
future event occurred. However, the general partners would not have
been relieved of their personal liability for any shortfall.

Simlarly, the Litwak Declaration stated that the *“phantom
i ncome” problem could have been solved sinply by meking the
obligation to pay rent contingent on a sale of the Berkeley Center.
The i ncone woul d t hen have been realized only when the sal e occurred.
The additional requirenment that there be sufficient sale proceeds to
pay the rent after paynment of all secured debt, the condition that
made the TACI Lease nonrecourse to the general partners, was not
required.

The Objectors also noted that McQuiller did not declare that he
recommended the form of the 1990 anendnent of the TACH Lease.
Rat her, he decl ared that that TACM and TACI had deci ded to anmend the
TACI Lease in this fashion and that he had advised Bisno that it
woul d resolve the limted partners’ “phantominconme” problem

In its reply, TAFC contended that the Objectors had failed to
nmeet their burden of establishing that there was a genui ne issue of
material fact with respect to either aspect of the 1990 Lease
Amendnent Claim  TAFC contended that the Bisno Declaration and the

Patterson letter should not be disregarded as inconpetent or
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unreliable. They noted that Bisno was a signatory to the TACI Lease
and thus was conpetent to offer parol evidence establishing the
intent of the parties in entering into the TACl Lease.

TAFC contended that it was appropriate to consider parol
evidence to determine the intent of the parties with respect to the
recour se/ nonrecourse nature of the TACI Lease. In support of this

contention, TAFC cited Southern California Edison Co. v. Superior

Court, 37 Cal. App. 4" 839, 848 (1995) and Southern Pacific

Transportation Co. v. Santa Fe Pacific Pipelines, Inc., 74 Cal. App.

4th 1232, 1245-1246 (1999). TAFC also contended that the parties’
conduct after the contract was executed, before any controversy arose
is the nost reliable evidence of its intended meaning, citing

Kennecott Corp. v. Union G| Co., 196 Cal. App. 3d 1179, 1189 (1987).

Moreover, a contract may be explained by reference to the
ci rcunst ances under which it was nade. CCP § 1860. 3 I n
response to the Objectors’ conplaint that there was no evi dence that
Patterson was involved in the negotiation or preparation of the TAC
Lease, TAFC filed a declaration by Patterson (the “Patterson Reply
Decl aration”). The Patterson Reply Declaration explained that,
during the | ate 1980s, Patterson Financial Services, of which he was
aregistered representative, provided underwiting services for TACM
and TACI. He was also an initial investor in TACM through the PPW

Profit Sharing Plan, of which he is the primary beneficiary.

33TAFC al so cited to CC 8§ 1674 in support of this proposition
Its citation appears to be in error. There is currently no such
section in existence.

39




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Patterson stated that, when he invested in TACM, he had no
expectation that the TACI Lease would be recourse to the genera
partners of TACI. He stated that the TACI Lease was not included in
the TACM PPMor solicitation materials, and he did not ask to see a
copy of the TACI Lease. He noted that the TACM PPMstated that the
risk of the investnent depended on TACI's operating performnce.

Patterson al so stated that he never represented to anyone that
the TACI Lease was recourse nor did he ever provide a copy of the
TACl Lease to a prospective TACM investor. |If he had believed the
TACl Lease to be with recourse to the general partners, he would have
done so, because it would have been an inportant factor in their
decision to invest. Mreover, he would have conducted substantia
due diligence as to the ability of the general partners to assune
that risk. However, he would have questioned Bisno's sanity if
Bi sno had agreed recourse liability under the TACI Lease because the
“econom c structure” of the deal did not justify the assunption of
this level of risk.

TAFC al so contended that the Objectors had presented no evi dence
that any TACM limted partner believed that the TACI Lease was
originally with recourse to the general partners. TAFC noted that,
prior to the present controversy, no TACM I|limted partner ever
sought paynment of the unpaid rent from TAFC or the other genera
partners of TAC. Mor eover, Staudenraus’ conduct at the time she
invested clearly indicated that she did not understand the TACI Lease
to be a recourse obligation. She requested and received a guaranty

from TAFC of the projected TACM cash flow for 1988 through 1992.
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Since the rent fromthe TACI Lease was the najor source of that cash
flow, if she had believed that the general partners were liable for
any shortfall in the rent, she woul d not have asked for the guaranty.

Furthernore, TAFC contended, the limted partners would
certainly have objected to TAFC s | oani ng noney to TACI and TACM i f
they had believed that TAFC was responsible for the TAC Lease
paynents, because TAFC notified them that its advances would be
repaid before any return on the limted partners’ investnents. In
support of this final contention, TAFC relied on the Suppl enenta
Decl arati on of Robert Bisno (the “Supplenental Bisno Declaration”),
filed with the reply.

Finally, TAFC contended that the bjectors had failed to
establish a genuine issue of material fact with respect to its
contention that the desire to solve the “phantomincone” probl emwas
not the sole reason for the 1990 anendnent to the TACI Lease. TAFC
contended that the Objectors had acknow edged t hat TAFC had “pursued
the anendnents upon the advice of expert tax counsel.” TAFC
characterized as “quibbling” the Objectors’ point that TAFC s tax
counsel had not actually “recommended” the anendnent. TAFC s
characterization of the McQuiller Declaration was that McQuiller had
stated that he had reconmended t he anendnents for this purpose. TAFC
al so contended that, because MQiller never had any reason to
believe that the TACI Lease was recourse, he did not consider the
effect of the anmendnment on TAFC s recourse liability in advising on

t he anendnment.

41




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Moreover, TAFC noted that Baker, Staudenraus’ tax expert,
offered virtually the same solution as McQuiller’s to the “phantom
i ncome” problem TAFC noted that all of the suggestions contained a
risk of nonpaynment, such a risk being a necessary elenment in any
provi si on designed to avoi d paynment of tax on “phantomincone.” TAFC
al so contended that the statenent in the Baker Declaration that the
“phant om i nconme” probl em coul d have been sol ved wi thout elimnating
TAFC s personal liability for the TACI Lease obligations differed
fromhis statenents in his first declaration and fromhis deposition
testi nony.

The Baker Declaration stated that any condition on the paynent
of rent, even one that is certain to occur in the future, was
sufficient to avoid the accrual of “phantomincone.” TAFC contended
that this expert opinion was incorrect. TAFC contended that, to

avoi d the accrual of “phantomincone,” there nust be an absol ute ri sk
of nonpaynent. Moreover, TAFC contended that Baker admitted as nuch
in his second deposition. In support of this contention, TAFC cited
to paragraph 11 of the Suppl enental Declaration of Mchael McQuiller
filed in support of TAFCs reply (the “Supplenental MQiller
Declaration”) and to a portion of a second deposition of Baker

excerpts of which are attached as Exhibit E to the Supplenental
McQuil |l er Declaration. 3

3In the Supplenental McQuiller Declaration, McQuiller stated
that it would not be sufficient to avoid the accrual of *phantom
income” if the paynent were sinply contingent on sone event that
was certain to occur in the future. The risk of nonpaynent nust be
absol ute. However, contrary to TAFC s assertion, Baker did not
concede this point in the excerpt fromhis second deposition.
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I n det er mi ni ng whet her TAFC has establi shed the right to summary
judgnment on the 1990 Lease Anendnent Claim the first issue to be
deci ded i s whether and, if so, for what purpose parol evidence may be
considered in construing the neaning of the TACI Lease. |If no parol
evi dence may be considered, the conclusion is foregone. The TAC
Lease creates a debt obligation for TACI. As noted by the Qbjectors,
under partnership | aw, absent sonme contrary agreenent, TAFC and the
ot her general partners of TACI are liable for TAC's debts.

As noted above, TAFC cited three cases in support of its right
to present extrinsic evidence to prove that the TACI Lease was al ways
i ntended and understood to be nonrecourse. Two of these three cases,

Sout hern California Edison Co. v. Superior Court and Kennecott Corp.

v. Union Gl Co., are not precisely on point. In Southern California

Edi son, the appellate court held that extrinsic evidence should be
consi dered i n det erm ni ng whet her contract | anguage i s anbi guous. 37
Cal . App. 4'" at 848. I n Kennecott, the court held that extrinsic
evi dence of conduct should determned in construing anbiguous
contract | anguage. 196 Cal. App. 3d 1189. However, the issue
presented here is not whether |anguage included in the contract is
anbi guous but whet her |anguage not included in the contract nay be
i npli ed based on extrinsic evidence.

Dicta appearing in Souther Pacific Transportation Co. could be

consi dered on point except for one problem |In that case, the court

stated as foll ows: ...courts can rely on usage and customto inply
a termwhere the contract itself is silent in that regard.” 74 Cal.

App. 4'" at 1241. The difficulty in applying this dicta to the issue
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at hand is that it does not appear that the contract in Southern

Pacific Transportation Co. contained an integration clause, stating

that the contract was intended as a final and conpl ete expression of
the parties’ agreenment. The TACI Lease contains such a clause. See
Bi sno Decl aration, Exhibit E, para. 11.07.

The Court has al so considered the relevant provisions of the
California Cvil Code and California Code of Civil Procedure.
Section 1640 of the California G vil Code provides that the intention
of the parties, as expressed in awiting, isto be disregarded if it
fails to accurately reflect the parties’ intention due to fraud
m st ake, or accident. The Court reads this provision as sufficiently
broad to apply to omtted | anguage as well. Thus, TAFC may present
extrinsic evidence to establish that the TACI Lease m stakenly
omtted the statenent that the rent obligation was to be nonrecourse.
Section 1856(e) of the California Code of Civil Procedure contains a
simlar provision. Mreover, CC § 1856(e) appears to apply even to
a contract wwth an integration clause. See CCP 8§ 1856(h), (e).

Additionally, CCP § 1860 provides that, in construing an
instrument, the circunstances under which the instrunent was nade
shoul d be consi dered. This would appear to apply even to an
integrated contract. In sum the Court concludes that it can
consi der parol evidence to prove that the failure to include a
nonrecourse provision in the TACI Lease was a m stake. Moreover,
parol evidence as to custom and usage may be presented for this

pur pose.
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Nevert hel ess, having considered the parol evidence presented by
the parties, the Court concludes that there is a genuine issue of
mat erial fact as to each of the two i ssues underlying the 1990 Lease
Amendnent Claim The failure of the TACI Lease to state that it is
nonrecourse creates a sufficient factual basis to put the first issue
in controversy. Wiile Bisno's declaration is relevant, it is also
sel f-serving and cannot be accepted at face value. The Court feels
conpelled to hear live testinony on the subject.

Mor eover, the Court agrees with the Cbjectors that what TAFC i s
seeking is reformation. Thus, TAFC nust convince the Court that,
when the TACI Lease was executed, it was intended to be nonrecourse
and that, by sone mstake, this provision was not included in the
TACl Lease. It would not be sufficient to prove that, had Bisno
t hought about it, he wuld have wanted the TAFC Lease to be
nonr ecour se. To date, no evidence has been presented as to who
prepared the TACI Lease and why, if this was TAFC s intention, the
TAClI Lease did not include this provision.

Most of the remaminder of the evidence offered by TAFC is
essentially irrelevant.®* \Wat Patterson believed the TAC Lease
provi ded i s beyond the point since, as he admtted, he never saw the
TACI Lease. Patterson failed to explain upon what he based this

belief. Patterson declared that, if he had thought the TACH Lease

3%The one point the Court did find relevant, although not
necessarily decisive, is the fact noted by Patterson that the TACM
PPM stated that the risk of the venture depended on the success of
TAClI’s operations. The location of this comment was not noted.
The TACM PPMwas too long for the Court to attenpt to locate it
W t hout assi stance.

45




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

was with recourse, he would have advised the investors of that fact
because it would have been an inportant consideration in their
decision to invest. However, he failed to explain why, if he
considered the recourse nature of the TACI Lease significant, he
failed to review a copy of the TACI Lease or apparently even ask
Bi sno whether the TACI Lease was with or without recourse to the
general partners.

At first blush, the fact that Staudenraus insisted on a guaranty
by the general partners of the projected cash flow for 1988 through
1992 seens to conpel a ruling in favor of TAFC. However, on further
reflection, the Court concludes that it is irrelevant. The issue is
whet her the TACI Lease was intended to be nonrecourse in 1986, when
the TACI Lease was executed. Staudenraus was not involved in TACM
at that tine. What Staudenraus believed the TACI Lease provided
| ater, when she invested, is sinply irrelevant to this issue.

In drafting the TAC Lease, the Court assunes, Bisno was
essentially negotiating with hinself. Thus, unless there were other
parties who have not been identified involved in the drafting
process, Bisno's state of m nd and contenporaneous expressions of
that state of mnd will probably be the only relevant evidence.
However, the two Bisno Declarations fail to explain how the TAC
Lease canme to onmt a nonrecourse provision. |If the recourse nature
of the TACI Lease did not occur to Bisno at the tinme the | ease was
drafted, the Court will be conpelled to construe the TACI Lease as
witten, to be with recourse. The TACI Lease nmay not be “reforned”

to include a provision that was not intended to be included at the
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time the contract was prepared and executed. On the other hand, if
Bi sno did consciously intend a nonrecourse provision to be included
in the TACI Lease, he nust provide credi ble evidence expl ai ni ng why
such a provi sion was not included.

Wth respect to the second issue, the Court al so believes that
it must hear Bisno's live testinony as to his notivation in anendi ng
the TACI Lease in 1990. The Court notes that the “limted partners”
who conpl ai ned about “phantom incone” are not identified and that
Bisno’s statenent that they conplained is probably inadm ssible
hear say. Mor eover, as noted above, the Court does not read the
McQuill er Declaration to say that McQuill er advised TAFC as to howto
structure the amendnent. The Court al so reads the opinions of the
tax experts as in conflict as to whether it was necessary to
structure the anendnent in such a way as to elimnate the genera
partners’ personal liability in order to elimnate the “phantom
i nconme” probl em

In sum the Court concludes that TAFC nust be denied summary
judgment with respect to the nerits of the 1990 TACI Lease Anmendnent
Claim The Court concludes that parol evidence nmay be considered to
establish the circunstances under which the TACI Lease was executed
and that the failure of the TACI Lease to specify that it was
nonrecourse was a m stake. The Court believes that the opinions of
Li twak and Baker, that it was not necessary to elim nate the general
partners’ liability for any rent shortfall, are sufficient to create
a genui ne i ssue of material fact as to TAFC s notivation for the 1990

anmendnent .
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b. Arnold Lease Foreclosure Sale C aim

The bjectors also contended that TAFC acted negligently and
breached its fiduciary duty by failing to purchase the Arnold Lease
at the Arnold Lease foreclosure sale. TAFC noved for sumrary
judgment on this claim contending that it was protected from
l[iability by the business judgnment rule. The business judgnment rul e:

...refers to a judicial policy of deference to
t he busi ness judgnent of corporate directors in
t he exercise of their broad discretion in nmaking
cor porat e deci sions. The business judgnent rul e
is prem sed on the notion that those to whomthe
managemnent of the corporation has been
entrusted, and not the courts, are best able to
judge [the w sdom of]...a particular act or
transaction...and establishes a presunption that
directors’ decisions are based on sound busi ness
judgnment. [Citation omtted.]

Gaillard v. Natomas Co., 208 Cal. App. 3d 1250, 1263 (1989); see al so

Wl er v. Feuer, 85 Cal. App. 3d 392, 402 (1978)(hol di ng that busi ness

judgnment rule applies to general partners of limted partnerships).

A threshold issue is whether summary judgnent may ever be
granted in favor of a defendant based on the business judgnent rule.
The Obj ectors contended that, because a defendant’s right to imunity
under the business judgnent rule is a question of fact, sunmary
judgnment is never appropriate; live testinony is always required so
that witness credibility may be judged. In support of this
contention, the Qbjectors cited FD C v. Jackson, 133 F.3d 694, 700

(9" Cir. 1998).
The Cbjectors al so contended that all of the cases cited by TAFC
inits opening brief in support of its right to summary judgnent were

decided after a trial on the nerits, not in a summary judgnment
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context: i.e., Wler v. Feuer, 85 Cal. App. 3d 392, 402 (1978); Moore

v. Tristar Gl and Gas Corp., 528 F. Supp. 296, 312 (S.D.N. Y. 1981);

and Lee v. Interinsurance Exchange, 50 Cal. App. 4'" 694, 715 (1996).

In reply, TAFC disagreed. It contended that courts had frequently
granted summary judgnent in favor of a defendant based on the

busi ness judgnent defense, citing FDIC v. Castetter, 184 F.3d 1040

(9th Cir. 1999); Barnes v. State Farm Miutual Auto Insurance Co., 16

Cal . App. 4th 365, 378-379 (1993).73%

Havi ng revi ewed the aut horities cited above, the Court concl udes
that TAFC is correct and the Objectors are wong. Whet her the
busi ness judgnent rul e i mmuni zes a general partner fromliability for
a particular action or inaction in connection with the business of a

l[imted partnership is clearly a question of fact. See FEDIC v.

Jackson, 133 F.3d at 700 (involving directors of failed bank).
Mor eover, the Jackson court did state that, under the facts presented
there, credibility was at issue, and sumary judgnent would be

i nappropri ate. FDI C v. Jackson, 133 F.3d at 700. However, the

Court does not read this statenment to nean that credibility wll
al ways be at issue when the business judgnent rule is invoked as a
defense so that summary judgnment will never be appropriate.
Furthernore, the Qbjectors are incorrect that the cases cited by
TAFC in its opening brief were all decided after a trial on the

nmerits rather than in a sunmary judgnment context. In Lee V.

%A third case cited by TAFC in its reply, Ralph C. WIson
I ndustries, Inc. v. Anerican Broadcasting Conpanies, Inc., 598 F
Supp. 694 (N.D. Cal. 1984), does not appear to be on point.
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| nt eri nsurance Exchange, 50 Cal. App. 4'" at 723, the appellate court

affirmed the dismssal of plaintiffs’ clains after defendants’
denmurrers were sustained without |eave to anend. Simlarly, in two
of the cases cited in TAFC s reply, the notions were granted w t hout

hearing live testinony. In Barnes v. State Farm Mitual Auto

| nsurance Co., 16 Cal. App. 4'" at 369, as in Lee, the appellate court

affirmed the dismissal of clainse after a denmurrer was sustai ned

without |leave to anend. In FDIC v. Castetter, 184 F.3d at 1046, the

appel l ate court affirnmed an order granting t he defendants’ notion for
sumary j udgnent .

Thus, as with any notion for summary judgnment, the Court mnust
deci de whether the evidence presented establishes that there is a
genui ne i ssue of material fact with respect tothe plaintiff’s claim
If not, the Court should grant the notion for sumary judgnent.
Moreover, the burden is on the plaintiff to provide sufficient
evidence to sustain a finding that some exception to the business
j udgment rul e prevents the defendant fromclaimng imunity. See Lee

v. Interinsurance Exchange, 50 Cal. App. 4'" at 715:

The busi ness judgnent rul e sets up a presunption
that directors’ decisions are nade in good faith
and are based upon sound and informed business
j udgment. (Barnes, supra, 16 Cal.App.4th at p.
378; Katz v. Chevron  Corp., supr a, 22
Cal . App. 4th at pp. 1366-1367.) An exception to
this presunption exists in circunstances which
inherently raise an inference of conflict of
interest. (lId. at p. 1367.)")

TAFC correctly noted that the Objectors have presented no evidence
that TAFC had a conflict of interest in connection with the Arnold

Lease Foreclosure Claimor, for that nmatter, that it acted in bad
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faith or overreached. The sole issue appears to be whether TAFC
conducted an adequate investigation before making its business
decision not to attend the foreclosure sale and attenpt to purchase
the Arnol d Lease.

In support of its notion for summary judgnment on this claim
TAFC cited various reasons for its decision not to attenpt to
purchase the Arnold Lease at the foreclosure sale. First, for a
variety of reasons, TAFC concluded that the Arnold Lease had no
econom ¢ val ue and that no one would bid at the sale. Second, TAC
and TACM did not have enough avail able cash to bid at the sale, and
third, their partnership agreenents did not authorize themto acquire
t he | ease. If TAFC had had nore tine, perhaps, the partnership
agreenents could have been anended, and funds could have been
| ocated. However, TAFC only had five days’ notice prior to the sale.
Gven the difficulty in reaching some of the limted partners
qui ckly, this was not sufficient time to do what was needed.

TAFC al so contended that it did not have sufficient funds itself
to bid at the sale and, in any event, had no obligation to do so.
Nevertheless, it noted, Bisno did contact Arnold before the
foreclosure sale and attenpt to purchase the Arnold Lease for a
nodest price w thout success. Mdreover, had TAFC s attorney advi sed
Bi sno of the potential damages that TACI and TACM would suffer if
sonmeone ot her than Arnol d purchased the Arnol d Lease, TAFC woul d have
attended the sale and attenpted to purchase the |ease. However,

there is no guaranty that it woul d have been successful. Therefore,
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according to TAFC, the (Objectors could not establish that TAFC s
failure to attend the forecl osure sal e caused any damage to TACM . ¥

Al t hough the Court does not accept TAFC s contentions and
Bisno’s declarations at face value, the bjectors offer Ilittle
rel evant evidence to neet their burden of establishing that TAFC
failed to make a reasonable investigation with regard to the
practicality and necessity of bidding at the Arnold Lease forecl osure
sale. The bjectors did offer (or noted the existence of) evidence
sufficient to create a genuine issue of material fact as to whether
TACI, TACM, or TAFC could have raised funds sufficient to overbid
Sulliger at the foreclosure sale.

Moreover, the Court is not prepared to conclude as a matter of
| aw, based on the evidence presented by TAFC, that TAFC could not
have advanced the funds itself.®*® The Objectors noted that, at a Rule
2004 examof Sulliger taken in | ate Novenber 1993, shortly after the

forecl osure sale, Sulliger testified that he woul d not have been abl e

3In support of its contentions, TAFC relied on the Bisno
Decl aration and the exhibits thereto: i.e., the TACM PPM (Exhibit
A) and the TACM Partnership Agreenment (Exhibit C). TAFC al so
relied on the Declaration of Randall 1. Barkan (the “Barkan
Declaration”), a real estate attorney who opined that TAFC s
conduct net the standard of care for general partners of real
estate limted partners. The Court will disregard the latter
decl aration. The Court does not believe that the opinion of an
expert is necessary or helpful on this issue. This is not a
pr of essi onal mal practice case.

38The principal evidence in support of this contention is
Bi sno’s sel f-serving decl arati ons.
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to bid nore than $60, 000. ®° TAFC admitted having advanced over
$200, 000 to TACI and TACM during the year preceding the sale to keep
the two partnerships “afloat.” Additionally, since the comrencenent
of the bankruptcy case, TAFC has purportedly advanced approxi mately
$5 mllion for the sane purpose. Gven this evidence, at a m ninmum
there is a genuine issue of fact as to whether TAFC could not have
rai sed sufficient funds to overbid Sulliger even given only five days
notice.* Bisno’'s own testinobny at his August 19, 1998 deposition
(Decl aration of Robert Cross, hereinafter the “Cross Declaration”
Exhi bit A) al so supports this concl usion.

However, the Court does not believe that this disputed fact is
material. The Court finds the critical issue to be, as contended by
TAFC, whet her Bisno reasonably relied on his attorney, lvan Gold's
(“CGold”), failure to warn him of the potential consequences of not
purchasing the Arnold Lease, either before or at the foreclosure

sal e.

3This contention is supported by a declaration of Sulliger
(the “Sulliger Declaration”) executed in support of the Objectors’
opposition to TAFC s notion for sunmary judgnment, a copy of which
is attached as Exhibit E to the Cross Declaration. TAFC filed
evidentiary objections to the Sulliger Declaration. However, given
the Court’s conclusion that TAFC is entitled to sunmary judgnment on
this claim the objection is noot.

“OLi ke TAFC, the Objectors also relied to sone extent on the
decl aration of an “expert,” Stephen Mayer (“Mayer” and the “Mayer
Decl aration”). Mayer, a partner in the Trustee' s duly appointed
accounting firm offered the opinion that TAFC coul d have easily
rai sed the necessary funds if they had tried to do so. The Court
will also disregard the Mayer Decl aration as unnecessary and
unhel pful. Mreover, as with the Sulliger Declaration, given the
Court’s ruling on the Arnold Lease Foreclosure Claim Myer’s
comments are irrel evant.
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The Obj ectors contended that Gold' s testinony at his deposition
on March 22, 1999 contradi cted Bisno' s testinony. However, the Court
di sagrees. Gold apparently testified that he urged Bisno to attend
or send soneone to the foreclosure sale with authority to bid on the
Arnol d Lease. GCold testified that he had previously urged Bisno to
attenpt to buy the Arnold Lease from Arnold before the foreclosure
sale. He also testified that Bisno had called Arnold and attenpted
to reach an agreenent to that effect but that Arnold and Bi sno had
apparently had a disagreenent, and someone hung up. (Cross
Decl aration, Exhibit C). However, Gold does not appear to have
testified or otherw se declared that he warned Bisno that TACl and
TACM mght suffer mllions of dollars of damages if sonmeone ot her
t han Arnol d bought the Arnold Lease.

It appears to be undisputed evidence that Gold failed to warn
Bi sno that there coul d be serious consequences if soneone ot her than
Arnol d purchased the Arnold Lease at the foreclosure sale. In fact,
no evidence has been presented that either Gold or Bisno ever
contenplated this possibility. No evidence has been presented that
their failure to contenplate it was unreasonable. Gven this failure
and the undi sputed evidence that Bisno reasonably believed that no
one el se would bid at the sale, the Court concludes that there is no
genui ne i ssue of material fact with respect to this Setoff O aimand
that TAFC is entitled to judgnent in its favor on it as a matter of

| aw.
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CONCLUSI ON

The Court denies TAFC s request for summary judgnent,
determining that it is entitled to interest on the principal bal ance
of the TAFC Note. The TAFC Note appears to pernmt the paynent of
interest only if all the secured clains of both TACI and TACM have
been paid. It appears that not all the secured debt of TACM has
been pai d.

The Court deni es TAFC s request for summary judgnent, preventing
t he assertion of the Setoff Clains to reduce or elimnate the bal ance
due on the TAFC Note for reasons unrelated to the nerits of the
claims. First, although setoff may be denied for equitable reasons,
the Court must hear all the facts before determ ning the equities.
Second, the obligation under the TAFC Note and the Setoff Clains are
mutual . They are owed by the sane parties in the sanme capacity.

Third, in order for the Setoff Clains to be used as setoffs for the

TAFC Note obligation, their limtations periods may not have expired
before the bankruptcy petition date. However, because the Setoff
Clainms are asserted against TAFC as a fiduciary, the limtations
periods did not begin to run until Staudenraus obtained actual
know edge of the conduct upon which the clains are based. TAFC has
failed to present sufficient evidence to establish that Staudenraus
obt ai ned actual know edge of any of the Setoff Cainms sufficiently
early that its limtations period expired before the bankruptcy
petition date.

Next, the Court denies TAFC s request for sunmmary judgnent,

determning that it is entitled to i ndemi fication and rei nbursenent
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by TACM to the extent that any of the Setoff C ains are deened valid
and avail abl e as setoffs to the TAFC Note bal ance. The rei nbursenent
provi sions of the TACM Partnership Agreenent have no application to
cl ai rs established agai nst TAFC. The i ndemnification provisions are
nost reasonably read as applying only to clains by third parties.
Moreover, the Setoff Cains may constitute clainms for constructive
fraud and thus would be excluded from indemification by both the
contractual | anguage and public policy.

The Court al so denies TAFC s request for summary judgnment with
respect to the 1990 Lease Anendnent Claim There is a genui ne issue
of material fact as to whether the TACI Lease was originally intended
to be nonrecourse and as to the purpose for the 1990 Anendnent.

Finally, the Court grants TAFC s request for summary judgnment
with respect to the Arnold Lease Foreclosure Claim Although there
are genui ne issues of fact with respect to whether TAFC coul d have
raised the funds to overbid Sulliger at the foreclosure sale, no
evi dence has been presented that TAFC had any reason to believe that
anyone ot her than Arnold woul d purchase the | ease or that, if anyone
el se did, the consequences of such a purchase would be seriously
damagi ng to TACM .

The Cbjectors are directed to submt a proposed formof order in
accordance with this decision

Dat ed: June 28, 2002

Uni ted States Bankruptcy Judge
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PROOF OF SERVI CE
I, the undersigned, a regularly appointed and qualified
clerk in the office of the United States Bankruptcy Court for
the Northern District of California at Gakl and, hereby certify:
That |, in the performance of ny duties as such clerk,
served a copy of the foregoing docunent by depositing it in the
regular United States nmail at Cakland, California, on the date
shown below, in a seal ed envel ope bearing the lawful frank of
t he Bankruptcy Court, addressed as listed bel ow
| decl are under penalty of perjury under the |laws of the
United States that the foregoing is true and correct.

Dated: June _ , 2002

Ofice of the United States Trustee
Docunent placed in UST mail box at
US Bankruptcy Court

1300 Cay Street, Third Fl oor

Cakl and, CA 94612

Leslie A Cohen

Li ner Yankel evitz Sunshi ne

& Regenstreif LLP

3130 Wlshire Blvd., Ste. 200
Santa Moni ca, CA 90403

Robert R Cross

Si deman & Bancroft, LLP

One Enbarcadero Center, 8'" Fl oor
San Francisco, CA 94111

Mel vin D. Honow t z

Honowi t z & Shaw

One Maritine Plaza, Ste. 1725
San Francisco, CA 94111

57




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

David |. Katzen

Kat zen & Schuri cht

1981 N. Broadway, Ste. 340
Wal nut Creek, CA 94596

Robert J. Kahn
2033 N. Main St., Ste. 363
Wal nut Creek, CA 94596
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